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Let me start with a statement that is very trite. Accounting is in ferment. 
Ferment is either change itself or a reaction to change. Change has always 
been a part of the human condition, but the thing we really have not learned 
how to handle is the accelerated rate of change that surrounds us today. 
It is easy to point to the rate of change in scientific development. I read 
the other day that 1915 marked the median year in the history of scientific 
development; that is, roughly half of the development has taken place since 
1915. For example, one sees figures like this: One-half of all the metals and 
minerals taken from the earth have been lifted since 1915, one-half of the 
energy used by man has been used since 1915. It has been asserted that 25 
per cent of the people who ever lived are now living. I have not investigated 
this, but I am confident that 90 per cent of the public accountants who ever 
lived are now living. 
A C C E L E R A T E D R A T E OF CHANGE 
The rate of change around us is so marked that it affects everything we do. 
The paradox is that we know this, we hear it, and still we do not conduct 
ourselves accordingly. It seems to be a frailty of man that the human mind 
cannot project upward along a curvilinear path. Even the most educated and 
intelligent people project upward along a straight line. 
Now you ask what relevance this has to my subject. The mere fact that 
man knows this but does not act accordingly means that he finds himself at a 
given point in time at a different place from where he thought he would have 
been looking ahead from any point in the past. This gap causes what 
somebody has described as future shock. And so we find people shocked and 
indignant about things that are being dome in accounting in recognition of 
change. The Accounting Principles Board finds itself at the mouth of an 
outpouring of indignation. 
One result of the gap insofar as it relates to accounting is that when new 
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conditions come along, or new transactions or new events occur that require 
new and changed accounting, the conventions are not quite adequate to deal 
with them. Accounting conventions that you and I grew up with do not seem 
adequate to permit accountants to arrive at a consensus quickly. The 
conventions I have in mind are as basic as those of realization, cost 
determination, revenue recognition, and the matching of costs and revenue. 
These notions, and others like them, have not been and are not now 
sufficiently sharp in any coordinated way to lead to an appropriate 
consensus. 
Let me give you an example. Mr. Harbin referred to "funny money," that 
is, the different types of securities that have been issued by some companies 
in recent years; securities with unusual features, with escalating conversion 
rights, rachet-type conversion features, various types of participating factors, 
detachable warrants, and the like. 
EARNINGS PER SHARE 
Accountants had been saying for years "Don't put too much stress on a 
single statistic when you evaluate a company." Nevertheless, the earnings per 
share figure grew in importance to the point that the people using it almost 
became obsessed with it and the price/earnings ratio. Now I remember when I 
studied accounting, and I suspect when most of you did, the conventional 
textbook dealt with earnings per share in about two short paragraphs. It was a 
very simple thing. A l l one had to do was to start with the net income of a 
company, deduct the claims of any senior securities that might be 
outstanding, such as straight preferred stock, and divide the remainder by the 
average number of common shares outstanding. Earnings per share was an 
aliquot part, that's all it was — just the net income less prior claims, divided 
by the number of shares. 
Then what happened? With the issuance of different types of securities 
with new and varied features, the quality of earnings per share came into 
question. I use quality here to refer only to potential dilution. For one 
company the potential dilution was large; for another it was small, depending 
on the types of securities outstanding for each. The Accounting Principles 
Board had to deal with the situation. What were its choices? It could say, 
"Handle it by disclosure. Go ahead and make the computation in the 
conventional way, but spell everything out." The other choice was to say, 
"Somehow, someway, we will try to get the potential dilution, or some of it 
at least, comprehended in the computation of earnings per share itself." If the 
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latter course were taken, some lines had to be drawn. The Board chose, and I 
think rightfully so, to comprehend certain potential dilution in the 
computation itself. And, out of this grew the longest opinion that the Board 
had ever written, and this was followed by an interpretative monograph of 
some 180 pages. Now I am not criticizing the Board when I say this; I know 
the travail that went into its study. I am simply using this as an example of 
how a changing circumstance led to a very difficult problem. There was a 
circumstance in a rapidly changing environment that the Board had to deal 
with. They did deal with it. Some people liked it; some were indignant; some 
were shocked. 
At the same time, of course, that very same circumstance, namely, the 
variety of types of equity securities, together with the merger movement to 
which Mr. Harbin referred, led to re-examination of accounting for business 
combinations. That is a whole story in itself. It is so recent that all of us 
know about it. 
GROWTH IN HOLDINGS OF EQUITY SECURITIES 
The New York Stock Exchange in its last annual report said that in early 
1971, 32 million individuals owned equity securities of U.S. companies. The 
interests of these 32 million people must be served. They and their 
spokesmen speak loudly, insisting, of course, that financial statements should 
be better and should be improved. This is a force that cannot and should not 
be ignored. Some of the claims are frivolous or superficial, but many are real 
and lasting. They focus mainly on equally acceptable alternatives in 
accounting. The Board is reacting to that criticism, as it should, in an effort 
to try to narrow the differences. The Board now has issued 19 Opinions in its 
12-year life; some of them deal with very difficult problems, and have done 
so effectively. Considerable opposition was faced in connection with some of 
these pronouncements. The action of the Board culminated in the issuance of 
Opinions 16 and 17 on business combinations and the amorization of 
goodwill, when the Board faced "muscular" opposition. With so much 
opposition and so much controversy it was probably inevitable that questions 
would arise as to who should have the responsibility for the leadership in the 
development of generally accepted accounting principles and whether the 
procedure should be changed. 
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WHO SHOULD L E A D THE A D V A N C E M E N T OF ACCOUNTING 
PRINCIPLES? 
This whole subject is being re-examined. The American Accounting 
Association last year formed a committee to investigate the desirability of 
forming a commission to study the question of how generally acceptable 
accounting principles should be developed. Many people, both within the 
accounting profession and without, are writing about the need for restructur-
ing the way in which accounting principles are developed. Some are saying 
that this is a function that can best be served by a presidential commission. It 
is argued that accounting has such an impact on so many different aspects of 
business and economic life that the only way that the interests of all can be 
served is through a presidential commission. Others are saying there is in 
existence already a Government agency, the Securities and Exchange 
Commission, capable of filling the role. Some are claiming that business itself 
should take the responsibility; that after all the financial statements are the 
representations of business concerns and their managements, and accordingly 
that, they should take the leadership in developing accounting principles. 
In solving the question of who should take the leadership several criteria 
are important. First, the interests of both users of financial statements and 
their issuers have to be considered. Second, the results must be credible. In 
other words, the process has to be equitable, objective, and unbiased. But 
credibility goes beyond that. To be credible, people who use financial 
statements have to believe that the process is equitable, objective, and 
unbiased. 
HOW SHOULD G E N E R A L L Y ACCEPTED ACCOUNTING 
PRINCIPLES BE ADVANCED? 
Then there is the question of how the process should be structured. So, at 
the same time, we have people saying that the Accounting Principles Board 
should be reorganized — that it should be reconstituted on an entirely 
different basis. 
A number are saying that the Accounting Principles Board should be much 
smaller, perhaps five members; that they should be full-time members who 
have broken away from their other connections. It is claimed that only in this 
way can the Board be truly objective and independent, and therefore wholly 
committed to the advancement of generally accepted accounting principles. 
Let me comment quickly on both sides of this, without dismissing either 
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argument. The work of a Board so organized no doubt would be viewed as 
objective and unbiased, and therefore would be credible. At the same time, 
there are important questions to be asked. Is it possible to obtain the 
full-time, and perhaps long-time, services and commitment of a few people, 
who at the time of their appointment would be approaching the peak of their 
careers, and accordingly their greatest earning potential? There is no question 
that this task would require the best people, those with outstanding acuity 
and vigor. 
There is the further question, of course, as to whether people who 
otherwise break their professional or business ties and give a long period of 
service to the Board would remain in tune with the changes in the business 
environment and therefore the changing requirements of accounting. 
AICPA STUDY GROUPS 
Now in response to all this the American Institute of Certified Public 
Accountants within the last few months has established two study groups. 
The first study group is to reexamine and refine the objectives of financial 
statements. This is an eight-man group; the membership consists of three 
accounting practitioners, two educators, an economist, a financial executive, 
and a security analyst. The second group has been formed to study the 
structure within the accounting profession for advancing the development of 
generally accepted accounting principles. The group on objectives has been 
given eighteen months in which to develop its conclusions. This group 
necessarily will be investigating the uses of financial statements, and what 
those uses ought to be; at the same time it will need to consider the 
framework within which those uses can best be attained. 
The second group is a seven-man group, chaired by a former member of 
the Securities and Exchange Commission. Its membership consists of a 
lawyer, three accounting practitioners, a financial executive, an educator, and 
an investment banker. This group has been given six months to report on any 
change that they deem desirable in the professional's structure for advancing 
the written expression of generally accepted accounting principles. This group 
expects to report back by the time of the annual meeting later this year. 
SHARPENING OF BASIC CONCEPTS 
Now I want to change the pace. I mentioned earlier that accounting 
conventions have often proved inadequate to deal with the new situations for 
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which accounting accounts. I want to elaborate on this, because accounting 
conventions are a major reason why the Board's work is so difficult. 
Somehow, some way the profession must sharpen the basic accounting 
notions (or find new sharpened ones) to the point that when a new situation 
comes along, a consensus or something close to it, can be reached rather 
quickly. To me this is our principal intermediate-range task. I hope that the 
study group on objectives can find the key. The Board was formed twelve 
years ago when there was some dissatisfaction with the Committee on 
Accounting Procedure because so much of its attention was being directed to 
specific problems, rather than to fundamentals. The Board was created for 
the express purpose, among others, of looking at the fundamentals, and 
articulating them. 
The accelerated pace of events has interfered with the attainment of this 
goal. The Board necessarily has had to deal with the changing conditions and 
circumstances. The Board has found itself in the position of having to put out 
fires and having to deal with specific problems. One hears a great deal about 
controversies in the Board. One does not hear so much about the honest 
differences of opinion concerning basic notions and their application. Much 
of the controversy is really a manifestation of sincere differences in views 
about basic concepts. Let me illustrate with a few simple examples. 
INVESTMENT CREDIT 
Start with the investment credit. Despite everything that has ben said, 
one of the real centers of controversy in the Board was the question — the 
very elementary question — of how cost is determined. The corollary 
question in this case concerned the nature of a tax reduction deriving from 
two conditions: (a) the purchase of an asset and (b) the existence of taxable 
income. The Basic notions of cost determination and matching were not 
sharp enough to lead to a consensus as to the accounting nature of the tax 
credit. 
ACCOUNTING FOR LEASES 
Consider lessee accounting, a study that grew out of what has been termed 
"off-balance sheet financial arrangements" through leasing. The Board was 
looking at a research study, where the author had said that in every lease 
(ignoring immateriality) there was a property right. Leases were different 
from other executory contracts in that the lessor had actually delivered 
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something physical under the lease; therefore, there had been performance of 
a kind. The author concluded therefore that there was a property right and a 
related liability that should be recognized in almost every lease. What were 
the conceptual issues? The first: What is an asset? The second: What is a 
liability? You know the outcome. The Board was not prepared to say that the 
property right was an accounting asset in every case or that the commitment 
was an accounting liability. There was a sincere difference of opinion on these 
issues. Efforts to reconcile these views led to the conclusion that certain 
property rights under certain leases should be recognized. As you know, the 
Board concluded that property rights and related obligations should be 
recognized where the lessee was, in effect, paying faster than he was using the 
property — the so-called material equity test that was written into Opinion 
No. 5. 
The Board soon had to consider the question of lessor accounting. More 
and more manufacturers on the other side of the transaction, for example, 
were delivering their product under leasing arrangements with their cus-
tomers, again as a means of financing. Now the question was: When in effect 
had there been a sale? As you know, the Board concluded (in Opinion No. 7) 
that when substantially all the risks and rewards of ownership had been 
transferred the lease was a financing lease. If a manufacturer delivered his 
product under that kind of lease, he would recognize gross profit at that time. 
Prescribed lessor accounting therefore was not the opposite of prescribed 
lessee accounting. There appeared to be an inconsistency, and the Board said 
in Opinion No. 7 that it would re-examine this matter. 
A quick glance at practice under these two Opinions is interesting. The 
"material equity" test has not led to consistent practice in lessee accounting. 
An example can be found in the industrial revenue bond situations, where a 
municipality leases property (often built to specifications of the lessee) 
financed by industrial revenue bonds. In almost all cases that I know about, 
these leases are capitalized. Also in most of these cases, the lessee is not 
accumulating a material equity in the property, principally because material 
portions of the property cost represent the cost of machinery and equipment 
that has a shorter life than the term of the lease. 
At the same time, practice under the lessor Opinion has been varied. The 
principal issue has concerned the application of the requirement that 
"substantially all the risks and rewards" have been transferred. This is the 
type of criterion for which consistency in practice sometimes can be attained 
only by specific or prescribed measures. So here again, as the Board attempts 
to reconcile the accounting of the two parties to the lease, in order to effect 
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consistency in practice, it may have to fall back on specific relations, such as 
residual value to cost or term of lease to service life of asset, in numeric 
terms. 
PENSION ACCOUNTING 
In accounting for pension costs the conceptual issues were: What is a 
liability? Is pension cost an over-all corporate cost or is it compensation 
relating to individual employees? In considering income tax allocation, the 
issues revolved around questions as basic as: What is a liability? What revenue 
should tax expenses be matched with? 
BUSINESS COMBINATIONS 
The story of business combinations is a saga in itself. Perhaps among the 
basic notions that caused the greatest problem was that of the entity. Let me 
illustrate. Consider the combination of corporations A and B. Assume A is 
bigger than B. The managements of A and B have decided they want to put 
the two companies together. For whatever the reasons may be they decide to 
do it by forming Corporation C and have C issue common stock for the 
common stock of A and for the common stock of B. Then they dissolve A 
and B. It is a very simple merger. There is a view in accounting, long held, 
that in that sort of a transaction one person has bought out the other one, 
since values were negotiated in the exchange. Somebody bought out 
somebody else. Now the question is: Who did the buying? A , as a 
corporation, went out of existence; B, as a corporation, went out of 
existence; C was a new corporation. Under this view the specific corporate 
arrangements are ignored. Instead, either business entity A or business entity 
B is the purchaser, the other is the seller. This view does not allow for a 
pooling of interests at all. So, in the minds of some, poolings of interests do 
not belong in accounting conceptually, except possibly in the rare case where 
A and B are so much the same size that a buyer and a seller cannot be 
distinguished. The other view holds that it was not a matter of A buying B or 
B buying A ; but rather it was a matter of the owners of two businesses 
(through their respective managements) deciding to pool their risks and their 
rewards. The shareholders of A put what they had into the pool and the 
shareholders of B put in what they had. They shared the potential risks and 
fruits. The two entities merged into one, neither a new one nor one of the old 
ones, but rather like a river after the confluence of two rivers. But those 
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holding the opposite view argue that these parties negotiated to relative values 
through the rates of exchange of stock of C for A and C for B. So in the 
minds of those who say there was a purchase, it is argued that the two groups 
of owners came out of the combination with risks and fruits that were 
different from what they went in with. I am not arguing either side here. I am 
only pointing out that a very basic notion of accounting was at issue. 
EQUITY ACCOUNTING 
Consider the recently issued Opinion No. 18 on Equity Accounting. This 
Opinion, in a nutshell, extends equity accounting to investments in common 
shares down to 20 per cent (or in some instances below that) where there is 
not the power to control but only the ability to influence decisions and 
policies. The concepts at issue here were realization, and even accrual. In 
other words, is it proper to accrue, so to speak, the income of a 25 per 
cent-owned company. Is it proper to say in effect that income is realized as 
the 25 per cent-owned company earns its income? This Opinion represents a 
break-away from conventional accounting concepts and it is natural that 
some people would be concerned that the framework of accounting, for 
example, the tests for realization or basic notions of accrual, were being 
strained. 
ACCOUNTING CHANGES 
One proposed Board Opinion presently being exposed is different from all 
the rest. It does not purport to recommend an acceptable accounting 
principle, but rather outlines the treatment to be accorded a change from one 
generally accepted accounting principle to another. It furnishes an interesting 
example, however, of the factors that lead to diverse views. The views about 
how an accounting change should be treated fall into two general categories, 
with several corollary positions relating to each. The basic issue is, of course, 
whether financial statements previously issued should be restated on an as-if 
basis in connection with an accounting change. Some would hold to the 
position that any time a company issues financial statements for two or more 
periods, the same accounting methods or practices or principles should be 
followed in those periods with respect to like or similar transactions and 
events. Under this view, financial statements of prior periods would be 
restated for an accounting change. The other view is that restatement of 
financial statements would upset the equity of the parties that had made 
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decisions on the basis of previously issued financial statements prepared in 
conformity with generally accepted accounting principles, and this upset or 
confusion is overriding. So there you have the two extremes: One would call 
for prospective treatment of changes; the other would call for restatement. 
But then there are views in between. There is the view that although 
comparative financial statements should be alike in the application of 
accounting principles, it is most important that current and future financial 
statements be on the same basis, but not so important that the past be 
updated. In a sense, the exposure draft on accounting change is an 
amalgamation of these three views. It says essentially that the financial 
statements shouldn't be restated; that the catch-up adjustment that would 
have been made to surplus in the event of restatement, should instead be 
made through the income statement clearly marked for what it is. This 
satisfies the requirement that financial statements from now on will be alike 
and at the same time accommodates the view that previously issued financial 
statements should not be restated. To accommodate the view that all periods 
presented should be shown on the same basis of accounting, the pro forma 
effects on income of prior years are presented in a prominent position. Often, 
of course, and this may be one of those times, an amalgamation of views may 
not satisfy very many holding the separate views. 
CONCLUSIONS - G E N E R A L 
My comments have covered a potpourri of things. I had two themes: (1) 
diverse views in the Board often reflect reasonable differences concerning the 
meaning and application of basic accounting notions and (2) those notions 
need sharpening, and in certain respects an overhaul, to minimize the 
diversity of those views. 
Long range we have to find a way to sharpen the basic notions or else we 
are always going to be putting out fires with attendant internal incon-
sistencies. It is in the interest of all of business and our profession, and 
certainly of the users of financial statements, to make the quest for the 
sharpening of the basic ideas. I think this will be a long quest, and one that 
we should join hands in pursuing. But it would be too much to expect the 
millennium. 
Thank you very much. • 
